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Alaska's impermanent permanent
fund
By Gregg Erickson | For the Juneau Empire

In late August, Gov. Sarah Palin flew off on her nine-week
campaign for the nation's second-highest office. During those
nine weeks, the Alaska Permanent Fund lost $8 billion,
including more than $1 billion from the supposedly
untouchable principal.

Palin's absence played no role in the fund's meltdown. The
fund's managers lost the state's money because of the world
financial collapse. But Palin's preoccupations - with gas
pipeline issues, Troopergate and the national campaign - may
be implicated in the paralysis that has gripped managers in
responding to the fund's hemorrhaging value.

The decline in fund investments has not occurred across the
board. Stocks and real estate have declined most dramatically,
while bonds have done relatively well. As a result,
percentages of assets in several of the fund's nine asset
categories have drifted far from the board's allocation targets.
So far, managers have taken no steps to bring them back to
where they belong. Domestic bond holdings, for instance,
account for 27 percent of fund assets, way above the 19
percent target and well beyond the permissible percentage
variation the board established in a July resolution. Real
estate holdings are also outside the limits, though in the
opposite direction.

Maintaining allocation discipline is the Holy Grail that has guided managers at the fund since the theory was first
adopted there in 1983. Innovative then, the notion that diversified asset allocation is the key to successful investing
is now a core tenant of investment theory as taught in finance and investment courses at graduate schools around
the world.

Why have permanent fund managers abandoned this long-held discipline?
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Author and investment manager Peter Lynch writes that when it comes to investing, "The key organ in the body is
the stomach, not the brain." The way to maintain the allocation percentages is to sell assets that have done well
and use the proceeds to buy more of the assets that have done poorly. Following through on that discipline in
today's market requires the courage of one's convictions.

That kind of courage appears to be in short supply at permanent fund headquarters. In an interview last month with
reporters for the Alaska Budget Report (see the newsletter's Oct. 31 issue), Michael Burns, the fund's executive
director, was asked repeatedly why the oft-touted discipline appears to have been abandoned.

"We're working through it," was his most direct response.

Permanent fund managers also worry about the political implications of continuing to draw money from the fund to
cover its expenses when doing so eats into the constitutionally protected principal. The principal is the sum of the
state's contributions to the permanent fund since its inception, whether from oil royalties, special state
appropriations or inflation-proofing. As the chart shows, on Nov. 18 the fund's market value was $1.6 billion less
than the principal, putting the fund "underwater." Money drawn to pay Burns' monthly $21,416 salary or any other
outlay submerges it even deeper.

If the fund is underwater next June when it's time to transfer more than a billion dollars to the Department of
Revenue for permanent fund dividends, someone could ask the courts to block the payments on grounds they
would invade the principal.

Former Attorney General Gregg Renkes, in a 2003 legal opinion, wrote that the problem can be eliminated by
adopting a new legal definition of "principal," but Burns is uncertain where Palin - who styles herself as a fund
protector - might come down on that. On Oct. 23 he wrote an official memo to Palin's budget chief, Karen Rehfeld,
requesting the administration's views.

So far, we see little indication that Palin or her top officials have paid much attention. In an interview late last
month, Rehfeld, noting the implications for next year's permanent fund dividend, said Burns shouldn't expect a
quick answer.

"We have to look at that question, we have to look at inflation-proofing, all of those pieces. We're researching it
now," Rehfeld said.

Patrick Galvin, Palin's revenue commissioner and one of her two representatives on the permanent fund's six-
person board of trustees, was unaware of Burns' memo to Rehfeld until I asked him about it a week after it was
sent.

The trustees have a meeting scheduled for Dec. 2-3 in Anchorage. That's their chance to ask Burns whether
managers have the courage to stick to their allocation discipline, and how he proposes to deal with a potential
dividend challenge. Let's hope the trustees do ask those questions. And let's hope they get coherent answers.

• Juneau economic consultant Gregg Erickson is editor-at-large of the Alaska Budget Report.
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Posted by: StillBob at Nov. 23, 2008 at 3:01:18 pm

Warren Buffet says: "Be afraid when others are greedy, and be greedy when others are afraid."

He's buying stocks these days.

Posted by: gottago32 at Nov. 23, 2008 at 3:21:21 pm

Actually, Warren Buffet says: ! Investors should remember that excitement and expenses are their enemies.
And if they insist on trying to time their participation in equities, they should try to be fearful when others are
greedy and greedy when others are fearful.!

A basic principle of investing; sell high, buy low. 

I think it has more to do with having discipline with investing rather than blind greed as you seem to imply with
a quote out of context. 

In a normal economy, one with capital would be wise to invest in this economic climate. With Obama and Co.
taking the helm, one with capital would be wise to be cautious. You can quote me on that one, bob.

Posted by: bfluetsch at Nov. 23, 2008 at 3:26:45 pm

The fund went from a strict legal list of income producing investments which banned derivatives to pretty much
anything a snakeoil salesman can con the trustees into. Warning after warning former investment officers like
myself gave the legislature, but no, they preferred the message of the snakeoil salesman. If you think the
Permanent fund is bad, look at the pension Gregg, the same snakeoil salesman is there too.

Posted by: bfluetsch at Nov. 23, 2008 at 3:29:36 pm

The public should assert itself now to change the investment policy back to a prudent, cash flow driven asset
allocation and dump this high risk, big loss policy.

Posted by: StillBob at Nov. 23, 2008 at 3:46:23 pm

Here's the source of Warrnen's quote, gottago. New York Times op-ed written by Buffet himself on 16 October
this year. I think the context was accurate.

http://www.nytimes.com/2008/10/17/opinion/17buffett.html?
_r=2&scp=1&sq=warren%20buffet%20editorial&st=cse&oref=slogin

Posted by: Copper_River_Red  at Nov. 23, 2008 at 5:29:34 pm

Having established the Fund to keep oil revenue out of the hands of short-sighted legislatures the managers
nonetheless have been caught staring off into the distance while the flood waters rose around them.
This debacle has me so angry as there were many signs and opportunities to pay attention and mind Our
Business.
Enough with the excuses, heads should roll and Burns and Co should be booted and booted hard.
A disgusting display of indifference and irresponsibility. Rather reminds me of a certain Governor.

Posted by: dl1926 at Nov. 23, 2008 at 5:34:00 pm

Nothing is Permanent about the Permanent Fund. It can continue to crash in value from falling stock prices,
bond prices, and real estate. At the present rate of $13 billion in 11 months, it could disappear in 20 months.
Crashing oil prices, and falling oil production with no end in sight, also threaten the fund.

Posted by: Dingdong at Nov. 23, 2008 at 5:43:15 pm

A very informative article, Mr. Erickson. If it were in my power you would be one of the trustees for the fund.
What has happened to the fund is not unusual but maybe some of the damage could have been controlled. Even
Buffet has taken a beating along with many great stocks and funds. Of more concern is that it appears that
much pain is yet to come, perhaps even a world depression. It has been my opinion for years that the
permanent fund had grown so large that the best use of it would be a one time only payout for each individual.
The payout should be voluntary, those that believe in the fund and want to stay in should do so. Those who
want their portion of the fund could take a payout with the provision that they are exempt from participation for
the rest of their lives. I am betting that most people would take a payout. The financial benefit to the state would
be tremendous. Some people would leave, some pay off or buy a house, start a business, send their kids to
college. The road we are on now may show that we end up with very little because the state refused to change
course. I would like to hear Mr. Erickson's ideas of why this payout idea is good or bad. Have a good day.

Posted by: Copper_River_Red  at Nov. 23, 2008 at 6:29:19 pm

What distresses me is we coulda, shoulda, woulda invested in infrastructure but no political innovation,
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courage and/or will was displayed as the Fund turned into the 800 lb gorilla in the room. Now that it has lost so
much weight we should consider a means of using the earnings discretely to cover our butts.
Rainy days ahead.

Posted by: maddog at Nov. 23, 2008 at 6:38:35 pm

Gregg you say that "Palin's absence played no role in the fund's meltdown." Not exactly true. Her job is to pick
and maintain trustees at the fund that produce a safe and prudent investment portfolio. 

She has failed to produce such a board. Looking over the manager's performance I see below benchmark
performance in every asset class. You can add this to your analysis and concern over maintaining allocation
targets. In other words the Board's picks of active managers has failed to produce above benchmark
performance. If you add the $10's of millions in fees we pay for below benchmark performance every quarter the
question of responsibility does reach the Governor and the Legislature particularly as Palin adopted her
predecessor's managers, consultants, allocations and trustees. Also, under her watch the single most critical
position, the fund's chief investment officer, remained vacant until just recently when it was announced that a
manager from a failed hedge fund was hired to oversee the portfolio. 

Please follow up on this piece and answer two other questions: How much has active management cost us?
What would our returns have been if we had been invested in accordance with the legal list that existed just a
few years ago?

Posted by: zuelow at Nov. 23, 2008 at 6:56:11 pm

I remember the very same give us the money argument when the fund was first created. People didn't want a
dinky annual payment, they wanted all of their money at once.

For one, I'm happy we didn't just split up the money. The dollar amount that I've received is much higher than it
would have been with the initial payout (even the pre-Zobel payout). And my wife and kids would have received
absolutely nothing.

Since the fund has started, we've had low oil prices, stock market crashes, slow economies and sometimes the
payout gets smaller than the previous year. But it manages to chug along, and even if it was just a $300 payout
the money was put to good use.

Posted by: maddog at Nov. 23, 2008 at 7:07:41 pm

Oh BTW, the same Trustees and managers tried to convince us that increasing the risk and paying 5%(POMV)
out every year was the right thing to do. Thank goodness the POMV was not allowed to occur. If you want to see
what that would look like follow what is going on at the Pension Fund.

Posted by: bfluetsch at Nov. 23, 2008 at 7:14:02 pm

Maddog that is a good point, now I am wondering who the snakeoil salesman is or what kind of salesman can
sell to a snakeoil seller? POMV was snakeoil and the public saw through it. Now if the legislature could have left
the goose that lays the golden egg alone, she would still be laying some eggs for us.

Posted by: Dingdong at Nov. 23, 2008 at 7:30:13 pm

The nice thing about a voluntary one time payout, is choice. Who am I to tell someone they should or shouldnt
stay in the permanent fund? It should be an individual choice, and there should be a choice since the fund
belongs to all of us. Only in the fullness of time would such a decision be evaluated. Stay in if you want, just
give the rest of us a choice. If the depression that is coming lasts for a decade, cashing out now makes sense.
On the other hand if the market comes back like a bull, maybe the fund will grow. Who knows?

Posted by: bfluetsch at Nov. 23, 2008 at 7:39:28 pm

Dingdong, for this example think of the permanent fund as a city park. Your logic, since we own it collectively,
every individual has the right to their 100 square feet and can do what they want with it, including selling it to a
developer or strip mining company. You need to go back and see what the Permanent Fund is all about. It is an
attempt to create a renewable resource revenue stream out of a non-renewable resource revenue stream,
thereby not allowing one generation consume the vast wealth of Alaska.

Posted by: bfluetsch at Nov. 23, 2008 at 7:51:03 pm

Dingdong, Gregg and maddog are pointing out that the execution of the strategy is less than decent relative to
their benchmarks. I am questioning why we are doing many of the high risk things we are doing in the first
place and asking the legislature to reassert itself in the management of the fund by not accepting the lemming
mentality of prudence, and putting in place a legal list with hard limits of exposure. The policy changes since the
market bottom in 2002 have added volatility and subtracted from the safety of the principal. The legislature
needs to re-evaluate all its changes to the investment management of our nest ege.

Posted by: canvasback at Nov. 23, 2008 at 8:04:34 pm

And why DID Warren Buffet, remove the possibility of his involvement, in Alaska's Natural Gas Pipeline Project?

CORRUPT GOVERNMENT, and the Corrupton Capitol, Juneau!

Posted by: gmpatton at Nov. 23, 2008 at 9:16:37 pm

Great article Mr. Erickson. bfluetsch, nice analogy with the city park scenario and great points regarding the
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goofy, unnecessary yet trendy dabbling in derivatives etc. The Perm fund managers need to keep their eye on
the ball and get back to maintaining their discipline in regards asset allocations. It is this disciplined approach
to diversification that will best position the fund to maximize its returns during the equity markets eventual
recovery. I find it very disconcerting that our "professional" managers appear to be rattled by current market
conditions. Yes, things are bad but departing from what has proven to be the most prudent long-term
investment strategy is pure stupidity

Posted by: Jess_Wundring at Nov. 23, 2008 at 9:56:22 pm

I think Greg Erickson has the philosophy right, but his timing is wrong....you don't immediately correct the
percentage allocations, you do it on a yearly basis. Correcting those allocations at this point in time, especially
if it's out-of-band for the time when the PF normally benchmarks, would be hysterical. Don't try to catch a falling
knife.

Posted by: akman59  at Nov. 23, 2008 at 11:05:16 pm

In 2001 it was down -3.3%. In 2007 it was up 17.1%. No different than people screaming about over inflated home
value decline. Sudden abnormal rise must correct itself. comparing current to a falsely inflated number will look
bad. Look at the 10 year average and ignore the over inflated short sighted speculator driven boom.

Posted by: bfluetsch at Nov. 23, 2008 at 11:07:49 pm

Right now jess if we were follow the old axiom buy low, sell high; high quality fixed income bonds are high and
should be sold and high quality stocks are low and should be bought. And the discipline has an incremental
element to it, so at 5 percent over or underweight, the account is rebalanced to target, hence buy low, sell high.

Posted by: StillBob at Nov. 23, 2008 at 11:23:15 pm

Of course, the $30M question is 'how far away is the bottom?' If we made the big switch today, two years from
now we may be wishing we hadn't bought stocks when they were 'still high'.

If we go into a deflationary period, cash under the mattress might be the best option.

Posted by: Dingdong at Nov. 24, 2008 at 1:08:47 am

I appreciate the attempt to make an analogy of the permanent fund Ie: a city park,with each of us owning a part.
This simply does not work as applied to the permanent fund. The permanent fund is more like a community
reservoir for water. The water level goes up and down depending on inflow and outflow. The state says each of
us can have 5 gallons, when the per person share may be say 50 gallons. In the coming years the share may be
0 gallons or 500 gallons, no one knows. We live in the here and now faced with the worst financial crisis in the
history of our country. My ideas of a payout, are sound. Why would you deny me my share now? I want you to
have the right to take your share annually if that is what you want. I believe the reservoir will go dry, some of
you do not. Who is right?If we enter a depression, those who took cash will be much farther ahead. Additionally
when hard times get here, your politicians will take the money before they distribute it to us peons. To
recognize how deep we are, may I suggest readers get a dvd named " I.O.U.S.A" which should convince any
reasonable person that the $175,000 dollar debt every man,woman, and child is carrying and getting worse by
the day means financially we are doomed at some point.

Posted by: bfluetsch at Nov. 24, 2008 at 1:23:19 am

Frankly dingdong, I agree with gmpatton the park analogy is really good and it does work. If you want think of a
pool, then think of a pool of oil and not water. One being renewable and the other not. While I agree in renewable
resources you should maximize consumption that does not take from the future, that is just smart. On the other
hand a pool of non-renewable resources and demanding your portion is short sighted and selfish. The non-
renewable does not belong to us individually rather the collective. Needless to say, your water pool does not
cut it.

Posted by: StillBob at Nov. 24, 2008 at 1:45:16 am

"The non-renewable does not belong to us individually rather the collective"

I dunno Brad, sounds pretty socialistic to me...and you claim to be a Republican!

Posted by: gmpatton at Nov. 24, 2008 at 1:49:31 am

dingdong. The only people who get killed riding a roller coaster are the ones who jump off.

Posted by: bfluetsch at Nov. 24, 2008 at 1:54:16 am

It was a Republican Governor the created the Permanent Fund. Governor Hickel says we are an owner-state. I
would think of myself in good company, of Alaskans and Republicans, stillbob. Go back to the park analogy, are
you suggesting that supporting public parks is socialist?

Posted by: bfluetsch at Nov. 24, 2008 at 2:00:23 am

you know stillbob you have been taking a beating in the blog-o-sphere lately, maybe you should consider
retirement? Even the great ones like Ali, Foreman, Sugar Ray Lenard, Hit Man Hearns all had to put the gloves
down. Just saying, you seam a little off, lame, weak.

Posted by: gmpatton at Nov. 24, 2008 at 2:09:48 am
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Be careful bfluetsch, most lefty's are offended by the ownership label as it promotes the ideal of collective
capitalism over collective socialism.

Posted by: maddog at Nov. 24, 2008 at 3:33:37 am

Hey Gregg, can you invade the principal to pay for managers, consultants and staff? You should send that
question over to the Attorney General. 

Brad, the park metaphor is good. However politically, after this fiasco, you should forget about the original
intent of the fund as its future is in the hands of the citizens of Alaska as well as the market. 

Instead, look at the facts. We didn't own 100 square feet of a park last year -- we each owned $67,000 of
investments --- a family of 4 trusted the State with managing $270,000 of their assets. If Jerry Mackey had said --
do you want half your money to fund government and the other half as a distribution? -- I would have been a
fool to say no looking at performance as the average family lost more than $70,000 during this period. 

Today, I would much rather invest the full $200,000 myself in low cost safe investment than go high risk just to
watch it go down further and make 200 people rich -- only a few of which live in Alaska.

Of course we will need to make sure that underage children's investments are secure until they can decide how
they want it invested.

Posted by: StillBob at Nov. 24, 2008 at 3:41:48 am

I'd be worried about that Brad, if it wasn't coming from a SOCIALIST!!

Really now, you're a Republican and you're lecturing ME about "taking a beating"? I guess you'd know all about
what a beating feels like...

Posted by: maddog at Nov. 24, 2008 at 3:47:30 am

Nice punch StillBob! Brad?

Posted by: bfluetsch at Nov. 24, 2008 at 3:52:13 am

You personally stillbob is taking the intellectual and philosophical beating, yes the Republicans took a beating
in the election, but that is not me personally.

Posted by: nzahnd at Nov. 24, 2008 at 3:53:19 am

It just dawned me, I feel so stupid! : ) I need to meditate more : )

Posted by: StillBob at Nov. 24, 2008 at 4:23:00 am

Pretty weak come-back Brad. Rather unimpressive.

Oh well, a new week begins. Maybe you'll get back on your game. I hope so - dope-slapping publius around isn't
much sport.

Posted by: Elvis_W_Bush at Nov. 24, 2008 at 5:59:16 am

So if some people cash out and some people stay in, what about somebody who stays in and has a kid who is
born next year? That's it, no new enrollees? Sounds like a court case in the making right off the bat.

Posted by: junolocal at Nov. 24, 2008 at 8:15:45 am

I'm with you zeulow. Dingdong misses the point of future Alaskans - he wants their share now. Me, me, me, me,
I, I, mine, etc. Dingdong thinks he is entitled to a percentage of the Permanent Fund. Not.

Posted by: akromper at Nov. 25, 2008 at 10:54:15 pm

Gawd, on a roll you two? Ah, blessed be the 5yr avg. Get over it.

Post your own comment

Your Name: Gerickso
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